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ELECTRONIC DISCOVERY AND EVIDENCE
SPOLIATION
By Thom as E. H ilto n , MS, C PA/ABV, ASA, CVA
CPAs who work in a litigation envi
ronment as financial experts often
find themselves overwhelmed with
documents, most of which are in
electronic form. The wise financial
expert understands that participat
ing in the electronic economy is no
longer optional, and therefore must
be prepared to handle a large vol
ume of electronic data in the course
of the discovery process. This article
intends to increase the awareness
among CPA experts o f the issues
related to electronic discovery and
the spoliation of evidence.
We are all familiar with the boxes
of paper documents that suddenly
arrive at our office, confronting us
until we roll up our sleeves to search
for the data that are relevant to our
charge in the case. In more and
more cases handled by our firm,
those boxes of documents are being
replaced with disks, CDs, and hard
drives containing electronic infor
mation.
Our firm is currently involved, for
example, in a very large litigation
matter in which our client, the plain
tiff, terminated a contract for breach
and fraud. On the date the contract
was terminated, the plaintiff went
into the defendants’ facility in the
company of U.S. marshals and liter
ally unplugged and removed a server
that had been designated solely for
this project. Forensic experts ana
lyzed the server and downloaded the
data onto a hard drive, which they
sent to our office. It took 8 days, 24

hours a day, to download the hard
drive contents onto a separate drive
on our system. We’ve been analyzing
that data for eight months, at this
writing, and the work will probably
continue for several more months.
As testifying experts, we find our
selves in the middle of a deluge of
electronically stored information,
and we’re asked to sort through it
and extract only the inform ation
that is critical to forming our expert
opinions. This task can, at times, be
daunting. A number of cases require
the financial expert to retain the ser
vices of a document management
specialist to properly sort and cate
gorize the data to facilitate easy
review and retrieval.
Because electronic information is
so pervasive in our society, most fac
tual information related to litigation
is probably recorded in some elec
tronic medium. Discovery of that
information is subject to a formal
process of requesting and producing
electronic information under Rules
26, 34, and 45 of the Federal Rules
of Civil Procedure.

DIFFERENCES BETWEEN PAPER AND
ELECTRONIC DOCUMENTS
To ap p reciate the co m p lexities
posed by the production o f elec
tronic docum ents, p ractitio n ers
need to understand the differences
betw een the two types o f d ocu 
ments. The major differences are
volume, dynamic changeable con
tent, dispersion, persistence, meta-
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data, and environm ental depen
dence.
Volume

Consider that, on a daily basis, in
the United States, the volume of email com m unications sent daily
exceeds that of the mail handled by
the U.S. Post Office in a year. It’s
easy to see how the quantity of docu
ments has exploded. Think about
your own use of e-mail. When you
receive an e-mail, you may be the
third, fourth, fifth, or tenth on a
string, and you may, in turn, send
the content on to 15 other people.
The string grows exponentially,
which partly explains the huge vol
ume of electronic communications.
This rapid and easy replication of
electronic information also compli
cates the task of easily locating and
retrieving only the relevant data.
Moreover, large-scale user-created
and automatic replication of elec
tronic information occurs without
any degradation of the data.
Paper documents, by contrast, are
usually stored in a confined space
such as in an off-site location. You
know which data are where, and
they’re easily retrieved.
Dispersion

Paper documents are not dispersed
but concentrated—in a box, in a file
drawer, in an off-site storage facility.
Electronic documents, however, are
seldom located in only one spot,
and are often stored in multiple
locations, including network servers,
drives on laptops, and other
p ortable devices such as PDAs,

backup tapes, and CDs. Electronic
data, unlike paper documents, are
everywhere, so trying to find them,
especially if you are looking for a
single e-mail in a long link o f emails, can be very difficult.
Persistence

By their very nature, electronic doc
uments are more difficult to dispose
of than paper documents. If paper
documents go through the shred
der they’re irretrievable, gone for
ever. Not so with electronic docu
ments.
Much conversation has been
rep laced by em ail, with iro n ic
results. Before email, em otional
outbursts, conspiracy, and other
behavior were m ost apt to be
expressed at the water cooler or on
the telep h o n e— but the spoken
word of these communications was
gone in a m om ent and seldom
recorded. The more detached, less
personal world of e-mail seems to
invite astonishing candor, despite
the permanence and duplicability
o f the co n ten t o f em ail. R ecen t
cases involving senior executives in
publicly traded com panies have
turned on electronic evidence that
proved absolutely dam ning and
resulted in easy convictions.
Contrary to common belief, delet
ing electronic documents doesn’t
remove them from the storage
device o f the com puter. Rather,
deleting simply finds the data entry
from the computer’s storage devices
and changes it to a “not used” status,
allowing the computer to write over
the deleted data. Consequently, that

which is thought to have been
deleted is rather easily retrievable by
any IT technician. Because of the dif
ficulty in deleting electronic docu
ments, the market now contains soft
ware that purports to completely
erase the data by overwriting it
numerous times, a procedure known
as shredding/wiping and ciphering.
During this process, the allocated
and unallocated space of a file is
overwritten with a random genera
tion of 0’s and 1’s.
Determining which files to retain
and which to overwrite is the pur
pose of a document retention pol
icy. Our litigation services practice
has a document retention policy
that is compliant with the Federal
Rules of Civil Procedure and, hence,
different from the rest of the firm.
Dynamic, Changeable Content

Every time you turn your computer
on, its content changes. If you for
ward an e-mail message, you change
the content. Sometimes the mere
act of accessing an electronic docu
m ent can change its content. In
contrast, the printed word never
changes. It may fade, it may run,
but it doesn’t go away.
Metadata

Metadata are information about a
document or file that is recorded by
the com puter to assist both the
computer and a user in storing or
retrieving the document or file at a
later date. Examples of metadata in
an e-mail include the date the email was sent, received, replied to,
or forwarded.
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Paper documents do not contain
metadata. All metadata exist behind
the scenes, so to speak. Metadata
may be useful to the user, but are
also helpful in forensic investiga
tions.
Environmental Dependence

Paper documents are less depen
dent on the environment and less
subject to obsolescence than elec
tronic documents. Electronic docu
ments depend upon the electronic
en viron m en t and may becom e
incomprehensible if separated from
that environment. If the raw data in
a database are produced without
the underlying structure, they will
appear as a long list of undefined
numbers and make no sense what
soever. Software or hardware
upgrades often mean that informa
tion from previous versions of a pro
gram is simply not retrievable. For
example, think of the previous ver
sions of your firm’s time and billing
system. Can you retrieve data elec
tronically, or do you have to go to
stored paper documents to find pre
vious time records? Paper docu
ments do not become obsolete is
this fashion.

DOCUMENT DESTRUCTION/EVIDENCE
SPOLIATION
When working as a financial expert
in a litigation matter, you learn the
truth of the old adage, “The only
thing worse than a bad document is
a bad docum ent that has disap
peared.’’ The proliferation of elec
tronic data in litigation increases a
firm’s risk of being accused of spoli
ation of evidence for failure to com
ply with fed eral and state laws
regarding document preservation.
Spoliation is a legal term that
refers to the destruction or material
alteration of evidence or the failure
to preserve property for another’s
use as evidence in pending or rea
sonably foreseeable litigation, by a
party to whom the evidence is dam
aging.
The concept of spoliation comes

C PA E xpert

from a legal principle, omnia prae
sumuntur contra spoliatorem, which
means “all things are presumed
against a wrongdoer.” Thus, if evi
dence is destroyed, it is presumed
to have been destroyed because it
would have been harmful to the
destroyer.
A valid spoliation claim requires
two distinct elements:
I. A duty to preserve evidence
The intentional destruction of
that evidence
The duty to preserve arises if a
party is or should be aware that evi
dence in its possession or control is
relevant to litigation or probable lit
igation. O nce a party is put on
notice and “knew or should have
known,” that litigation is an tici
pated, pending, or imminent, that
party has the duty to ensure that
documents are preserved. Federal
case law has established that the
“knew or should have known” stan
dard does not require the issuance
of a subpoena. It is sufficient for
the defendant to know that a grand
jury was investigating possible viola
tions of federal law and, with that
knowledge, intentionally caused
the destruction o f incrim inating
d o cu m en ts— exactly what hap
pened in the Arthur Andersen case.
The wording of the government’s
indictment against Andersen sheds
some light on these principles. As
that case shows, a conflict can arise
between the law’s expectations of
docum ent preservation and the
rig h t o f a firm or com pany to
implement a document retention
policy. In the end, Andersen was
doomed by the inconsistent appli
cation of its own document reten
tion policy.
In the summer and fall of 2001, a
series of significant events “led to
Andersen’s foreseeing imminent lit
igation” against Enron and itself. As
was previously stated, the duty to
preserve is in effect if a party knew
or should have known that litigation
was anticipated, pending, or immi
n ent. A ccording to the govern

ment’s case, on multiple occasions,
Andersen had ample notice that
imminent litigation against the firm
was a distinct possibility. The facts
of the case suggest that Andersen
knew or should have known and
therefore had the duty to preserve
documents. Nevertheless, Andersen
went forward with docu m ent
destruction.
What are the remedies in spolia
tion matters? D eterren t punish
ments for spoliation may come in
the form of criminal charges for the
obstruction of justice (for example,
the Andersen case). Judges, who
have broad discretion, may impose
p roced u ral sanction s such as
adverse jury instructions (adverse
inference), default judgments, or
dismissal.
On a p roced u ral level, often
there will be an adverse inference.
In order to establish adverse infer
ence, the judge must instruct the
jury to presume that the documents
destroyed were unfavorable to the
case of the defendant, and that the
jury may take that presumption into
consideration when arriving at a
verdict.

THE TESTIFYING EXPERT
Can spoliation issues affect the finan
cial expert testifying in commercial
litigation? The answer is a clear and
resounding yes and its im pact is
demonstrated in Trigon Ins. Co. v.
United States, 204 F.R.D. 277 (E.D.
Va. 2001). Trigon also demonstrates
that not even the U.S. government is
free of sanctions: The Court found
the U.S. government guilty of spolia
tion in this case. Trigon is about two
issues that go hand in hand, namely,
(1) the duty of a financial expert to
preserve certain communications
and draft reports, and (2) ghostwrit
ing. The Trigon ruling affects all testi
fying financial experts because we
regularly com m unicate with our
client and with client’s legal counsel
in the course of ongoing litigation.
In Trigon, the governm ent
retained Analysis Group Economics

3

W in te r 2 0 0 6

C PA E xpert

(AGE) as their nontestifying con
sulting expert. We all know that a
consulting expert’s work product is
not discoverable. The consulting
expert can be best described as sit
ting behind a one-way window, see
ing everything that is produced by
the opposing professionals without
being seen by them. In Trigon, a
problem arose when Trigon filed a
Daubert motion against the govern
ment’s experts. AGE was then called
in to become a testifying expert for
the government in addition to its
role as a consulting expert.
Trigon objected to AGE’s serving
in the dual role of nontestifying liti
gation consultant and testifying
expert. As part o f the discovery
process, Trigon requested, by sub
poena, all correspondence between
AGE and any third party, including
e-mails and memoranda, and the
draft reports o f the testifying
expert, which contained informa
tion from Trigon’s nontestifying liti
gation consultant. Trigon asserted
that once AGE became a testifying
exp ert, all its file in form ation
became discoverable.
Many o f the docum ents that
were used by the consulting expert
in the case had already been
destroyed in compliance with AGE’s
normal document retention policy.
In finding AGE and the U nited
States guilty of evidence spoliation,
D istrict C ourt Ju d g e R o b ert E.
Payne stated that “the document
retention policies of AGE do not
trump the Federal Rules of Civil
Procedure or requests by opposing
counsel, even if the requests are
informal.”
As a result o f Trigon, we now
know that testifying experts have a
duty to preserve all inform ation
received from a third party, such as
the client, a nontestifying litigation
consultant, or the c lie n t’s legal
cou nsel. This duty to preserve
extends to all information that is
provided by the testifying expert to
third parties, and includes draft
reports. The failure of AGE to pre
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serve com m unications and draft
reports was determined by the court
to be the spoliation of evidence.
This resulted in an adverse infer
ence with respect to the substantive
testimony and credibility of the tes
tifying experts.

AN EFFECTIVE RETENTION POLICY
Financial experts are urged to con
sider a policy limiting communica
tions with the client or client’s coun
sel by email or by fax. If necessary
com m unications take place by
email, consider placing paper copies
of those e-mails in the client’s file to
be scanned and preserved at the
end of the engagement to meet the
requirements of the Federal Rules
of Civil Procedure.
The question arises whether a
testifying expert has the duty to pre
serve various iteration s o f draft
reports that have never been shared
with anyone outside the expert’s
firm . G enerally speaking, such
drafts should be retained unless the
expert’s firm has a document reten
tion policy that specifically states
that unshared draft reports are to
be destroyed. Our firm has a written
policy that draft reports that have
never been shared outside the firm
are work product and hence are to
be destroyed in accordance with
our document retention policy. Any
draft that is shared outside the firm
is specifically requ ired to be
retained because it would be discov
erable under the Federal Rules of
Civil Procedure. Note, however,
that recent judicial decisions show
that judges may be more restrictive
than the Federal Rules of Civil Pro
cedure regarding the preservation
o f unshared drafts. Fin ancial
experts are encouraged to review
the recent case law history in their
jurisdictions.

GHOSTWRITING
A related issue is ghostw riting,
which also came up in the Trigon
case. Ghostwriting refers to the
assertion that a report, or signifi

cant conclusions or opinions con
tained in a report, are not the work
of the financial expert but of some
one else, generally the client’s legal
counsel. Federal Rule of Civil Proce
dure 26 requires that a report “be
prepared and signed by the wit
ness.” Although counsel is not pre
cluded by Rule 26 from providing
assistance to experts in preparing
reports, the substantive opinions
expressed must be those o f the
expert.
As CPA experts, we are bound by
the standards o f our profession,
which require us to discharge our
responsibilities with objectivity.
Bending to the influence of legal
counsel, the client, or other third
party com prom ises the ex p e rt’s
objectivity and the consequences
can be severe. The expert’s reputa
tion may suffer, and the court may
exclude reports and testimony that
are considered tainted.
Judge Payne did not find in favor
of Trigon’s ghostwriting assertion.
He did, however, make a notewor
thy observation in his o p in ion:
“Experts p articip ate in a case
because ultimately, the trier of fact
will be assisted by their opinions,
pursuant to Rule 702 of the Federal
Rules of Evidence. They do not par
ticipate as the alter ego of the attor
ney who will be trying the case.”
In Bank O ne v. Comm’r, 120 TC,
No. 11, 5759-98, 5956-97, the Tax
Court refused to admit an expert’s
rebuttal report into evidence on the
grounds that the expert did not
write the report. Be forewarned that
courts are assessing the opinions of
financial experts with increased
scrutiny.

GOING PAPERLESS
As firms move from a paper to a
digital environm ent, significant
questions arise regarding cataloging
and retention. This is especially true
of CPA firms possessing a significant
litigation services practice, because
the standard document retention
policies for most firms do not meet
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the requirem ents o f the Federal
Rules of Civil Procedure. Conse
quently, many practitioners are
exposed to spoliation sanctions if
discoverable information is purged
that should have been retained.
Because of the unique retention
rules governing discoverable data,
CPA testifying experts are urged to
create a separate document reten
tion policy for litigation engage
ments. The policy should comply
with the Federal Rules of Civil Pro
cedure such that all discoverable
data are properly retained. The
retention policy should also address
the issue of draft reports, with spe
cific retention policies to address
shared and unshared drafts. The
policy should discourage e-mail
com m unications with the client,
counsel, and other third parties in
litigation engagements.

In the

KNO W

By James R. H itchn e r, C PA/ABV, ASA,
The Financial V a lu a tio n Group, A tla n ta , GA
Did you know that there is a new
kid on the block regarding equity
size risk premiums? Although the
Duff & Phelps, LLC, risk premium
report 2005 and study has been
around for a few years, its data and
its presentation can no longer be
ignored. This study is authored by
Roger Grabowski, ASA (currently
M anaging D irector with D uff &
Phelps V aluation P ractice) and
David K ing, CFA (cu rren tly
National Technical Director of Val
u ation Services with Mesirow
Financial Consulting). The study
has recent history with Pricewater
houseCoopers and then with Stan
dard & P o o r’s C orporate Value
Consulting Group. It now resides
in Duff & Phelps. Although I still
recommend using Ibbotson equity
size premiums, everyone should
take a look at the Duff & Phelps
study as well. Each year brings new

Financial experts are urged to
consider utilizing a separate server
dedicated to documents arising in
litigation engagements. Isolating a
server for litigation matters takes a
little more time on the front end,
but it makes retrieval much easier.
CPA experts should establish a doc
ument retention and destruction
policy that differs from the firm's
general document retention policy
in both the type o f docum ents
retained and length of time such
documents are kept.
We communicate our policy to
clients and legal counsel by putting
a paragraph in our letter of engage
ment that clearly states our docu
ment retention policy for litigation
engagements. The paragraph asks
counsel to contact us in writing if
they want us to consider a docu
ment retention policy that is differ

ent than that which is stated in our
letter of engagement. Since our pol
icy is predicated on the Federal
Rules of Civil Procedure, we have
yet to have a clien t or attorney
object to the retention policy as
stated in the engagement letter.
An understanding of the compli
cations raised by electronic data,
the federal rules governing discov
ery of electronic data, and the bene
fits of a well considered and drafted
document retention policy are min
imum requirements for CPA’s wish
ing to specialize in this complex
area of practice. X

ch an ges with a co n tin u o u s
improvement in the flexibility of
the product.
For example, there are 25 size
categories, enabling the valuation
analyst to apply the data to smaller
subject companies. Furthermore,
there are the following eight differ
ent categories of size:
1. Market value of common equity
2. Book value of common equity
3. Five-year average net income
4. Market value of invested capital
5. Total assets
6. Five-year average EBITDA
7. Sales
8. Number of employees.
Ibbotson size premium data is
ranked for size only by market cap
italization of equity, which may dis
tort actual size for some o f the
companies, particularly those that
have high debt and low equity but
very high revenues. The Duff &
Phelps data allow for more detailed
comparisons.
The study also presents a lot of
aggregated information about the
companies that make up each cate
gory, such as num ber o f compa
nies, average risk premium over

the risk free rate, average risk pre
mium over CAPM, standard devia
tion of risk premiums, smoothed
average premiums using regres
sions and statistics, and the per
cen tag e o f d ebt and p referred
equity in the capital structure. You
can also do the following risk com
parisons for your subject company:
• Operating margin
• C oefficient o f variation (stan
dard deviation divided by the
mean average, which is a mea
sure o f volatility and risk) in
operating margin
• C o e ffic ie n t o f variation in
return on equity
Each valuation analyst needs to
make his or h er own d ecision
about whether to use this data as a
replacement to Ibbotson, as a sup
plement to Ibbotson, or to simply
ignore it. I highly recommend that
you do not ignore it. Read it, study
it and, if appropriate, use it. Many
analysts now use both studies. You
can download the Duff & Phelps
Risk Premium study from Ibbot
son’s Web site www.ibbotson.com for a
cu rren t price o f $100. I t ’s well
worth the money.X

Thomas E. Hilton, M S, C P A /A B V , ASA,
CVA, is co-director of the Valuation and Liti
gation Services Group of Anders, Minkler &
Diehl LLP, St. Louis, Missouri. He is a mem
ber of the AICPA BV Hall of Fame, a current
member of the AICPA BV/FLS Executive
Com m ittee, and imm ediate past chair of
the AICPA Business Valuation Committee.
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SELLING PERSONAL GOODWILL:
A WINNING STRATEGY FOR CLIENTS?
By S co tt 0. C heskiew icz, JD
For many closely held business
clients, there comes a time when the
founders or principal shareholders
consider selling the business in a
cash transaction. In theory, the
founders or principal shareholders
are presented with the three basic
options of cash merger, stock sale, or
asset sale, although buyers typically
insist on an asset sale. In certain cir
cumstances, there may be a fourth
option, namely, an asset sale coupled
with a sale of personal goodwill. If
available, this fourth option can pre
sent a winning strategy for both
client and CPA. This article briefly
discusses the hypothetical asset sale
o f a closely held business and
demonstrates that, under certain
conditions, by including personal
goodwill in the transaction, the CPA
can not only reduce a client’s tax lia
bility significantly, but also create an
opportunity to provide additional
valuation services in the process.

HAROLD PUTNAM'S STORY: A TYPICAL
ASSET SALE
Harold Putnam is the founder, prin
cipal shareholder, president, chair
man, and CEO, of Old Works, Inc.
(Old Works). Harold has no non
compete or employment agreement
with Old Works. Upon reaching
retirement age, he decided to sell
Old Works, a C corporation that
buys and sells rare books, manu
scripts, and other documents.
Harold has been in the rare docu
ments business for decades and has
developed a close, and largely secret,
network of suppliers with whom he
has worked for years. He also has
close, long-standing relationships
with several institutional buyers.
Harold is well-known among buyers
o f rare docum ents, and his cus
tom ers believe that when they

6

receive a document from Harold, its
authenticity is unquestionable.
There has been one possible excep
tion, however. A little less than a year
ago, Old Works sold a series of man
uscripts to a large m etropolitan
museum for a significant sum.
Recent archeological discoveries put
the authenticity of those manuscripts
in question.
Nozama, Inc. (Nozama), a large
retail on-line bookstore, recently
entered into the rare documents
business; however, the venture was
less successful than hoped. The buy
ers at Nozama have had a difficult
time finding reliable suppliers of
authentic rare documents. In addi
tion, because of Nozama’s problems
with its suppliers, coupled with its
recent entry into the business, insti
tutional buyers have been hesitant to
purchase from Nozama. Nozama
considered scrapping the venture,
but ultimately decided to offer to
purchase Old Works and sell rare
documents under that name. Nancy
O ’Zama, the president of Nozama,
contacted Harold Putnam to deter
mine whether he was interested in
selling Old Works for a purchase
price of $1 million.
Harold Putnam was receptive to
Ms. O ’Zama’s overtures, and negoti
ations as to the structure of the trans
action began. Following his CPA’s
advice, Harold suggested that
Nozama either purchase Old Works
in a stock sale or, alternatively, by
means o f a cash m erger. From
Harold’s perspective, either option
presented the best possible struc
ture. In a stock sale or cash merger
of a C corporation, there is only one
layer of taxation (i.e., capital gains
on the amount that the purchase
price exceeds the selling share
holder’s basis in his stock).

From Nozama’s perspective, how
ever, a stock sale or cash merger was
not attractive. Nozama was unwilling
to take on the contingent liability
regarding the “questionable” manu
scripts sold to the museum, or any
other of Old Works’ liabilities for
that m atter. Furth erm ore, Old
Works owned hard assets with an
estim ated fair m arket value o f
$400,000, which Harold had depreci
ated to $100,000.
Nozama’s accountants advised
Nancy that in a stock sale or cash
m erger, the buyer assumes the
seller’s already depreciated basis in
the assets, which means that Nozama
would not have been able to fully
depreciate the purchased assets. In
an asset sale, however, the buyer’s
basis in the purchased assets equals
the purchase price allocated to those
assets. This approach would allow
Nozama to depreciate the assets
itself and would make an asset trans
action less expensive to Nozama
because of the deferred tax savings
of depreciation. As a result, Nozama
made it clear that if there was going
to be a deal, it would have to be an
asset deal.
With no other prospects, Harold
agreed to structure the deal as an
asset sale. This change in structure
meant a significant reduction in sale
proceeds for Harold after taxes.
Under an asset sale, the sellers have
to pay two layers of tax. The first
level is the corporate income tax.
The selling corporation would have
to pay corporate income tax on the
excess of the purchase price less the
net book value of the depreciated
assets. The second level of taxation is
the dividend tax. The selling share
holders would be subject to the 15%
dividend tax when the selling corpo
ration distributes the proceeds of the
asset sale.
Harold requested a bump in pur
chase price, but Nozama refused.
The deal was worth only $1 million
to Nozama and it preferred to leave
the rare documents business rather
than spend a penny more. Without a
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viable alternative, on the
Comparison of Net Proceeds for Various Sa le Scenarios1
advice of his CPA, Harold
Sale including
proposed that he provide
Asset sale with
Asset
sale
with
personal
goodwill
Sole attributing
consulting services to
no consulting
consulting
instead of a consulting
$600,000 to
Nozama for one year. In
Type of sale
arrangement
arrangement
arrangement
personal goodwill
return, Nozama would pay
Federal corporate income tax2
$351,000
$253,500
$253,500
$117,000
him $25 0 ,0 0 0 directly as
Personal
federal
income
tax3
$87,500
consulting fees, instead of as
$97,350
$74,475
$74,475
$42,450
part of the purchase price Federal dividend tax4
payable to Old Works. After Federal capital gains tax5
$37,500
$90,000
all, Harold noted, his knowl Total tax liability
$448,350
$415,475
$365,475
$249,450
edge and contacts were
After-tax proceeds
$551,650
$584,525
$634,525
$750,550
really the key to the success
Net Tax Savings
$32,875
$82,875
$198,900
or failure of the business.
1
For
simplicity,
the
calculations
in
this
article
do
not
take
into
account
marginal
tax
rates,
nor
do
they
take
into
account
any
applicable
state
corporate
income
taxes, state
Nozama could not argue. personal income taxes, social security contributions, Medicare payments, or self-employment taxes.
They reviewed Harold’s pro 2 Assumes a corporate income tax of 39%.
posal with their attorneys 3 Assumes a personal income tax of 35%.
and accountants and 4 Assumes a dividend tax of 15%.
decided that $250,000 was 5 Assumes a capital gain tax of 15%.
being equal, Harold’s CPA could
the maximum reasonable amount of
MORE COMPLEXITY AND MORE BENEFITS
have saved him an additional
com pensation for the services
Harold’s story, although perhaps an
$50,000.
Harold would provide and agreed to
oversimplified example, illustrates
But all things are not necessarily
H arold’s request. Thanks to the
the potential tax savings that the use
equal, and Harold might have been
quick thinking of H arold’s CPA,
of personal goodwill can provide.
able to do even better. Structured as
Harold saved $32,875 on the transac
However, personal goodwill is not an
a sale of personal goodwill, while
tion by not having to pay two layers
available option for every business.
$250,000 may have been the maxi
of tax on the $250,000 of consulting
Each situation is d ifferen t and
mum reasonable amount for con
fees.
involves an intensive examination of
sulting fees, $250,000 may be low as
the particular facts and circum 
a valuation of personal goodwill.
THE PERSONAL GOODWILL OPPORTUNITY
stances of the selling company and
Both Nozama and Harold agreed
Could Harold have done better?
its principal owner/employees and
that his personal contacts with sup
U nder these circum stances, the
shareholders.
pliers and customers were the key
answer is yes. Instead of entering into
Even when present, personal
assets to the business. As a result,
a consulting agreem ent, Harold
goodwill may not constitute the
arguably all of the purchase price
could sell his personal goodwill to
entire premium to be paid by the
should have gone to Harold directly
Nozama. Some examples of personal
purchaser. Corporate goodwill may
for his personal goodwill, with the
goodwill include customer contacts,
also be present. Determining a rea
exception of the fair market value
supplier contacts, and specialized
sonable valuation for personal good
of the hard assets ($400,000). Con
skills or know-how. Harold had no
will and, when applicable, the rela
sequently, in this case, $600,000
noncompete agreement with Old
tive allocations between personal
could have been attributed to per
Works, and, as a result, never trans
and corporate goodwill, are complex
sonal goodwill, resulting in addi
ferred the value of his personal rela
processes that require the skills of a
tional tax savings of $116,025, for a
tionships with suppliers and cus
CPA familiar with the valuation of
total of as much as $198,900 in tax
tom ers to Old Works. He alone
personal goodwill. However, despite
savings, $166,025 beyond that pro
owned that value. By structuring the
this added level of complexity, when
vided by the consulting arrange
transaction as a sale o f personal
personal goodwill is available, it can
ment.
goodwill, Harold’s accountant not
provide significant tax savings to the
The change in structure of the
only could help to reduce the corpo
client and an opportunity for the
sale would have no negative effect
rate incom e tax payable by Old
CPA to provide additional valuation
on Nozama. Nozama would still be
Works, but also could help to obtain
services.X
able to depreciate the hard assets
long-term capital gains treatment for
purchased from Old Works and also
S co tt Cheskiewicz is an attorney in the
Harold on the $250,000 received for
Corporate and Securities Practice Group of
the personal goodwill purchased
the sale o f personal goodwill
the Dallas office of Epstein Becker Green
from Harold the same as if it were
(instead of paying ordinary income
Wickliff & Hall, P.C. He can be reached at
corporate goodwill.
(2 1 4 ) 3 97-4342.
taxes on consulting fees). All things
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CORPORATE FRAUD:
IS THERE LESS RISK?
CPAs providing fraud prevention
and detection services may be dis
mayed by the conclusion of a recent
PricewaterhouseCoopers’ report of
its survey on econom ic crim e
because it suggests corporations fore
see less need for the services of these
CPAs. The conclusion: Despite the
growing num ber o f com panies
reporting fraud around the world,
nearly 80% did not consider it likely
that their company would suffer
fraud over the next five years. How
ever, Steven Skalak, PwC’s Global
Investigations Leader, warns “Com
panies may have a false sense of secu
rity when it comes to fraud. More
companies are reporting financial
crimes, they’re reporting a higher
number of incidents, and most cases
are detected by accidental means.”
Another of the survey’s conclu
sions is bad news: Fraud is increas
ing. The good news is that the detec
tion of fraud may also be increasing.
But that may explain the bad news
that fraud is increasing. The really
bad news for all is that companies
may be underestimating their vul
nerability and are not anticipated to
foster corporate integrity and fraud
prevention. In addition, despite the
success of whistleblowing programs
in detecting fraud, relatively few
companies have implemented them.
According to the widely reported
PwCs’ Global Economic Crime Sur
vey 2005, rising econom ic crime

Profile of the Fraudster
In the United S tates and North
America, the PwC survey found

poses a growing threat to compa
nies. Nearly half of all organiza
tions worldwide, including U.S.
companies, report that they’ve
been the victims o f econom ic
crime in the past two years. Globally,
the number of companies reporting
fraud increased from 37% to 45%
since 2003, a 22% increase. The cost
to companies was an average U.S.
$1.7 million in losses from tangible
frauds, those that result in an imme
diate and direct financial loss, such
as asset misappropriation, false pre
tenses, and counterfeiting.
The survey also showed increases
in the various types of fraud that can
affect a company, from asset misap
propriation to counterfeiting. Glob
ally, there has been a 140% increase
in the number reporting financial
misrepresentation, a 133% increase
in the num ber reporting money
laundering, and a 71% increase in
the number reporting corruption
and bribery.
According to PwC’s survey, the
22% increase in companies report
ing economic crime since 2003 may
be attributed to:
• More incidents o f econom ic
crime being committed.
• Increased economic crime report
ing due to tighter regulations
requiring increased transparency.
• The introduction of risk manage
ment controls to detect economic
crime.
• A “confess and remedy” environ
m ent am ong regulators that
encourages econom ic crim e
reporting.
Regardless of size, no company or
industry, regulated or unregulated,
was found to be immune to fraud.
(Surveyors focused on a random
selection of the largest 1,000 compa
nies in a country.)

Fraud and Commercial Crime
Resources
AICPA WEB SITE
AICPA Antifraud and Corporate
Responsibility Center:

www.aicpa.org/antifraud/homepage.htm

PUBLICATIONS
The CPA's Handbook o f Fraud and
Commercial Crime Prevention by
Tedd Avey, CPA, CFE, CA, Ted
Baskerville, CA, and Alan Brill,
CISSP. (New York: AICPA), onevolume loose leaf.
Price: $180 AICPA members;
$229 nonmembers. Product no.
056504
To order: call 1-888-777-7077 or
visit www.cpa2biz.com
Anonymous Submission of Suspected
Wrongdoing (Whistleblowers): Issues
for Audit Committees to Consider.

www.aicpa.org/audcommctr/spotlight/jan_05_
whistleblower.htm
White Paper: Best Practices in Ethics
Hotlines:

www.ethicsline.com/news/default.asp
“Fraud Hotlines: Early Warning
System s,” The Practicing CPA
(November 2003):

www.aicpa.org/pubs/tpcpa/nov2003/fraud.htm

FRAUD SURVEYS
A copy of the PwC report can be
found at:

www.pwc.com/crimesurvey
Other surveys include:
2004 Report to the Nation on Occu
pational Fraud and Abuse.

www.cfenet.com/resources/rttn.asp

that 79% of corporate “fraudsters”
are males between the ages of 31

ECONOMIC CRIME DETECTION

2003 KPMG Fraud Survey:

and 40 who have college or higher

Internal controls fail to detect eco
nomic crime 60% of the time in the
U.S.; however, internal audit is cited
as the single most effective control
mechanism, detecting just over 30%

www.us.kpmg.com/services/content.asp?11id=1
0&12id=30&cid=1695

degrees; 60% were employed by
the defrauded company, 47% were
in a managerial capacity.
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Technology and Crime
For the fourth consecutive year, professionals who sit at
the intersection of accounting and information tech
nology have selected Information Security as the num
ber one technology to watch in 2006. This is the result
of the AICPA’s 17th Annual Top Ten Technologies sur
vey.
No need to recount the votes. The choice is supported
by the 2006 FBI Computer Crime Survey. According to a
press release issued by the FBI on January 18, 2006, the
following were among the survey’s key findings:
• Frequency o f attacks. Nearly nine out of 10 organiza
tions experienced computer security incidents in a
year’s time. O f those who experienced an attack,
20% had 20 or more attacks.
• Types of attacks. Viruses were experienced by 83.7%
and spyware by 79.5%. More than one in five organi
zations experienced port scans and network or data
sabotage.
• Financial impact. More than 64% of respondents
incurred a loss. Viruses and worms caused most costs
to be incurred, accounting for $12 million of the
$32 million in total losses.
of the reported cases in North Amer
ica and 26% of the reported cases
globally.

A DIFFERENT PERSPECTIVE
Contrary to the optimistic view of the
80% of PwC’s respondents, the 2005
Oversight Systems Report on Corpo
rate Fraud concludes, “While most
fraud examiners view the SarbanesOxley Act of 2002 (SOX) as an effec
tive tool in fraud identification, few
think it will change the culture of
business leaders.” A further conclu
sion of Oversight Systems’ survey of
fraud exam iners is, “Although
respondents agree that SOX serves
to identify fraudulent activity, they
do not believe that the recent cul
tural change among U.S. business
leaders toward institutional integrity
and fraud prevention in the wake of
accounting scandals will stick.” Only
17% of respondents believed that
business leaders will maintain inter
est in company integrity and fraud
prevention. (The Oversight Systems
report is available on the AICPA
Web site’s AICPA Antifraud and Cor

• Attack sources. Attacks came from 36 countries, with
the U.S. accounting for 26.1% and China 23.9%.
Intrusions from within their own organizations were
reported by 44%, which suggests the need for strong
internal controls.
• Reporting. Only 9% reported incidents to law
enforcement, believing the infractions were not ille
gal or that law enforcement could or would do little
in response.
Among the AICPA’s top 10 technologies were oth
ers related to criminal uses of technology. Again on
the list was disaster and business recovery continuity
planning. Such planning is needed to recover from
not only natural disasters, but also im pairments
caused by theft, virus infection, and other malicious
destruction.
New to the list were two more technologies focusing
on helping to prevent criminal conduct online: Privacy
management, and spyware destruction and removal.
For more about the FBI Computer survey, go to
w w w .fb i.g o v /p a g e 2 /jan06/com puter_crim e_survey01 1806.htm . To
read further about the top 10 technologies, visit

h ttp ://in fo te ch .a icp a .o rg /R e so u rce s/T o p + 1 0 +Technologies/Top+10+
Technologies+2006//

porate Responsibility Center. See the
sidebar on page 8 for the Web
address.)
PwC’s conclusions that a “confess
and remedy” culture contributes to
fraud detection and that most cases
are detected by accidental means are
supported by the results of a 2004
study conducted by the Association
o f C ertified Fraud Exam iners
(ACFE). The study involved 508
cases investigated by certified fraud
examiners, many of whom are CPAs.
In a p resentation at the AICPA
National Fraud and Litigation Ser
vices Conferences in Dallas on Sep
tember 29-30, 2005, Toby Bishop,
CPA, CFE, FCA, president and CEO
o f ACFE discussed the role of
whistleblower programs in contribut
ing to corporate environments that
may foster fighting fraud or other
wrongdoing. Citing the “ACFE 2004
Report to the Nation on Occupa
tional Fraud and Abuse,” Bishop
reported that the method of initial
detection of occupational frauds was
most frequently an employee tip.
Such tips accounted for 39.6% of ini

tial detections. O ther detection
methods included internal audit
(2 3 .8 % ), accidental discovery
(21.3%), internal controls (18.4%),
external audit (10.9%), and police
notification (0 .9 % ). Bishop also
cited evidence that employee hot
lines and other means to report
fraud anonymously can reduce fraud
losses by half. According to the sur
vey, in 2004, the median loss in orga
nizations without a hotline was
$135 ,5 0 0 , m ore than twice the
median loss of $56,500 in companies
with hotlines.

IMPLEMENTATION OF HOTLINES LAGS
Despite the effectiveness of anony
mous hotlines as an anti-fraud or
fraud detection method, only 36.8%
of companies surveyed in 2004 had
an anonymous hotline. An effective
whistleblower program, according
to Bishop, requires, in addition to
the hotline itself, educating employ
ees, vendors, customers, and others
on the hotline and its purpose.
Inclusion of others in a comprehen
sive ongoing education program
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results in 50% more calls. Other
channels for reporting wrongdoing
should also be available, such as the
organization’s Web site or a post
office box.

Another critical element is a pro
gram for evaluating the calls
received. Such a program should
include a case management tracking
system and established protocols for

investigating complaints, as well as
protocols for distributing reports of
action, and a system for automati
cally informing the board and the
audit committee of major issues. X

TO O LS

in Practice Aid 0601 will substantially
assist novice, inter
m ediate,
and
advanced intellec
tual property con
sultants in this bur
geoning p ractice
area.
P art 1 o f new
Practice Aid 06-01
presents an overview of the United
States patent, trademark, and copy
right statutes, as well as a summary
of the protection accorded to trade
secrets in this country. For each
type of intellectual property, the
Practice Aid addresses the nature of
the rights protected, formal regis
tration systems (where available),
and enforcem ent considerations.
This portion o f the Practice Aid
should be particularly helpful to
practitioners who have begun only
recently to build an intellectual
property practice.

In addition, supporting appen
dices to new P ractice Aid 06-01
identify valuable resources, includ
ing:
• Case law addressing the method
ologies accepted by the courts in
the calculation of damages.
• Periodicals and other publica
tions addressing the valuation of
in te lle c tu a l property assets,
including market data from the
sale, transfer or exchange o f
intellectual property.
• National and local professional
organ ization s and In te rn e t
resources dedicated to intellec
tual property.
In short, Business Valuation and
Forensic & Litigation Services Sec
tion Practice Aid 06-01, Calculating
Intellectual Property Infringement Dam
ages, is an essential resource for
novice, intermediate, and advanced
intellectual property consultants.
The Practice Aid can be ordered
online at www.cpa2biz.com /store or toll
free by telephone at 1-888-777-7077
or fax at 1-800-362-5066.
Members of the AICPA Business
Valuation and Forensic & Litiga
tion Services Membership Section
will receive a gratis copy of Practice
Aid 06-01 as an exclusive benefit.
For inform ation on becom ing a
m em ber o f the BVFLS S ectio n ,
please visit the Membership site at

E xpert

CALCULATING INTELLECTUAL
PROPERTY INFRINGEMENT
DAMAGES
The new AICPA Business Valuation
and Forensic & Litigation Services
(BVFLS) Section Practice Aid 0601, Calculating Intellectual Property
Infringement Damages, provides CPAs
with a wealth of guidance on esti
mating damages for patent, trade
mark, and copyright infringement
and the theft of trade secrets.
The development and protec
tion o f intellectual property is a
focal point of current global and
domestic business strategy. Some
experts believe that patents, trade
marks, copyrights, and trade secrets
will soon represent up to 90% of
the value of the world’s top busi
ness enterprises. As the world’s eco
nomic product becomes ever more
concentrated in intellectual prop
erty and other intangible assets, the
protection of those assets is under
standably of vital concern to busi
ness leaders.

GUIDANCE DIRECTED TO ALL LEVELS OF
SKILL AND KNOWLEDGE
Private damage suits are the pri
mary vehicle for the enforcement of
intellectual property rights and the
calculation of damages is central to
those suits. CPAs serving as consul
tants or expert witnesses provide
professional assistance to clients in
connection with the estimation of
damages from patent, trademark,
and copyright infringement and the
theft of trade secrets. The guidance

10

CALCULATING DAMAGES
Part 2 of new Practice Aid 06-01
provides nonauthoritative guidance
on the calculation of damages from
patent, trademark, and copyright
infringement and the theft of trade
secrets. It addresses all m ajor
aspects o f in tellectu al property
damage calculation including:
• C om pensatory dam ages and
unjust enrichment claims.
• Lost profits calculations, includ
ing a discussion of market share
analysis and estimation of sales
and incremental costs consider
ing Panduit.
• The calculation o f reasonable
royalties considering the Georgia
Pacific factors.
• A ssessm ent o f the im pact o f
price erosion on the calculation
of infringement damages.

www.aicpa.org/BVFLS. X

Task Force members who were involved in
developing the practice aid include Glenn
Newman, Chair, Daniel Jackson, Jeffrey
Kinrich, Thomas Frazee, Maureen Loftus,
Lynn Jones and Christian Tregillis. For fur
ther information on the Business Valuation
and Forensic & Litigation Services Section
Practice Aid 0 6-01, “Calculating Intellec
tual Property Infringement Damages,” con
ta c t Eleonora Tinoco, AICPA M anager of
Business Valuation and Litigation Services,
at etinoco@aicpa.org.
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KEEPING THE
PIPELINE FLOWING
What do local regional CPA firms
consider their most important chal
lenge? T h e results o f this past
autum n’s PCPS Survey o f Top 5
Practice Management issues indi
cate that one of their leading con
cerns is finding and retaining quali
fied staff.
One factor that has an impact on
a firms’ ability to recruit and retain
suitable staff is career development.
In its efforts to support firms in
recruiting and retaining qualified
staff, the AICPA has undertaken sev
eral initiatives to encourage accoun
tants to pursue credentials that
enhance their knowledge and com
petency.

MORE ACCOUNTANTS, FEWER CPAs?
One concern regarding recruiting
and retaining qualified staff is the
fact that, early in th eir careers,
some prom ising candidates may
defer further developing their com
petency. D espite a co n tin u in g
increase in the number of bache
lor’s degree recipients in account
ing, many new hires are taking
longer to sit for the CPA exam. In
fact, the number of CPA Exam can
didates has slowly dropped from its
1991 high of 143,000 to 82,000 in
2003, and down even fu rther to
52,000 in 2004 (the first year of
computer-based testing), according
to a task fo rce rep o rt from the
AICPA, Prometric, and NASBA.
The most frequently cited reason
for not taking the exam is that candi
dates are too busy to prepare. As part
of its effort to reverse the trend, the
AICPA Private Companies Practice
Section recommends using the fol
lowing strategies to encourage your
firm’s young talent to find the time
to take the test:
• Provide faster advancement after
successful exam com pletion;
reimburse candidates for the costs
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of registration, review courses,
study m aterials, and m ileage
and/or give passing bonuses to
cover some of these costs.
• Offer the advantage of window
policies, according to which new
employees are expected to take
the exam only at certain times of
the year, within a window of only
perhaps two to four dates. (See
w w w .cpo-exam .org/regis_sched.htm l for
exam scheduling information.)
• Allow the use of vacation time to
study; give permission to study on
the job, especially during the offseason; give candidates the day off
expressly to take the exam
(instead of requiring the use of
personal leave to take the test).
A nother initiative related to
recruitment and retention is PCPS’s
recent release of Best Practices in
Recruiting and Retaining Talented Staff,
a white paper based on the findings
of a recent survey of nearly 500 CPA
firms. The paper is rich with infor
mation about staffing. Most firms do
not have a formal, documented pro
gram that would help them to attract
and retain staff. Furthermore, 93%
do not have a leadership develop
ment program.
For more information about the
exam, go to the CPA exam Web site
at www.cpa-exam .org/.

BENCHMARK YOUR FIRM'S EFFORTS
Firms can use the white paper to
benchm ark their efforts against
those of their peers and take away
action tips on recruitment and reten
tion. (To download a free copy of
the white paper, visit http://pcps.aicpa.org/

Resources/Staffing/Recruiting+and+Retention.)
The best practices include gen
eral guidelines for all employees’
career development, along with spe
cific advice on grooming the most
promising firm members. Among
the guidelines is the following:
Provide education. Many firms
offer appropriate training to every
employee, from support staff to
partners. Workers see this as an
important benefit and an incentive

to stay with the practice. Although
it may be a costly step for smaller
firms, consider the potential bene
fits to overall professionalism and
turnover reduction. And don’t for
get to let existing and prospective
clients know that your staff mem
bers receive thorough up-to-theminute training.

MOVING ON UP TO EXPERT STATUS
Providing education to develop
employees’ expertise in business val
uation, forensic, and litigations ser
vices may involve employing some of
the same strategies recommended
above to encourage accounting staff
to become CPAs. The AICPA has
established programs for CPAs seek
ing to enhance their competency in
business valuation. In addition to
extensive educational programs, the
Institute offers the Accredited in
Business Valuation (ABV) creden
tial, which is considered the premier
credential for CPA valuation ana
lysts.
In addition, last November, the
AICPA initiated a program to facili
tate the entry o f CPAs into the
Accredited in Business Valuation
community. The program is entitled
“CPAs Building Value Together: An
ABV Sponsor Program.” Through
July 31, 2006, CPAs holding the
ABV designation can sponsor quali
fied CPAs on their valuation teams.
If the ABV holder serves in a super
visory role for the candidate, that
candidate can use the ABV holder
as their sole sponsor. ABV holders
who do n ot supervise qu alified
CPAs can still participate as spon
sors, but only for candidates outside
of their firm or employer. Details
about the program are available at

http://bvfls.aicpa.org/memberships.

CLEARING A PATH
In his January letter to members of
the AICPA Forensic and Litigation
Services Section, Thomas Burrage,
CPA/ABV, who chairs the AICPA
Forensic and Litigation Services
(FLS) Committee said that “...the
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most challenging [of many chal
lenges faced by CPA firms] is the
recruitment, development, and man
agement of our less experienced col
leagues.”
Firms providing business valua
tion, forensic, and litigation ser
vices expect recruits to have supe
rior skills and character, Burrage
says. He adds, “O nce they m eet
these prerequisites, we ask that they
have further specialization in busi
ness valuation, in vestigation,
fin a n ce , tech n ica l w riting and
teaching. If they meet these crite
ria, we ask that they learn our dis
pute resolu tio n systems. Those
include the mastery of litigation,
arbitration, mediation, settlement
skills and collaborative law.”
Burrage believes that the lack of
defined career paths related to
forensic and litigation services leads
to the lack of interest in acquiring
such specialized knowledge. In his
letter, he says, “If we are going to

PCPS Firm Practice Center Unlocks Premium Web Content
The PCPS Firm Practice Center ( www.aicpa.org/pcps) has temporarily opened its
premium content, to everyone, including nonmembers. The premium content
covers a variety of practice management topics and comes from noted pro
fessionals in the field. Through mid-May, visitors to the site can view arti
cles, tools, technical updates, and other resources (all marked with a pad
lock icon) previously available to PCPS members only. While at the Firm
Practice Center, visitors can also look at descriptions of numerous AICPA
and PCPS products and events.
The normally restricted content is free to all for now, but if CPAs would like
to continue their access to these resources, their firms will need to join
PCPS. To learn more, visitors can go to http://pcps.aicpa.org/M em berships/Join+PCPS.htm or
click the “Join PCPS” button on the Firm Practice Center’s home page.
Membership costs $3 5 annually per CPA, up to a maximum of $ 700. Firms
can also contact 1-800-CPA-FIRM or pcps@aicpa.org.
Once the premium content is restricted again, those firms that are already
PCPS members can continue to view it for free.

improve our success in recruiting
and retaining our successors, we
must define what it takes to excel in
our specialty. We must collabora
tively sell forensic and litigation ser
vices as a desirable career.” To help
in this effort, Burrage asks other

practitioners to share with him their
ideas “on how we can interest more
CPAs in the FLS specialty. We can
strengthen and grow our community
overall by sharing ideas that work.”
(Send an email to BV-FLS@aicpa.org with
your ideas.) X
Harborside Financial Center
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